The Impact of Subprime Mortgage Crisis on Islamic Banking and Islamic Stock Market  by Karim, Bakri Abdul et al.
 Procedia - Social and Behavioral Sciences  65 ( 2012 )  668 – 673 
1877-0428 © 2012 The Authors. Published by Elsevier Ltd.
Selection and peer-review under responsibility of JIBES University, Jakarta
doi: 10.1016/j.sbspro.2012.11.182 
International Congress on Interdisciplinary Business and Social Science 2012 
(ICIBSoS 2012) 
The Impact of Subprime Mortgage Crisis on Islamic Banking 
and Islamic Stock Market 
Bakri Abdul Karim*a Wong Siew Leea, Zulkefly Abdul Karimb and Mohamad 
Jaisa 
aFaculty of Economics and Business, Universiti Malaysia Sarawak (UNIMAS), 94300 Kota Samarahan, Sarawak, Malaysia 
bFaculty of Economics and Management, Universiti Kebangsaan Malaysia (UKM), Bangi,Selangor, Malaysia  
Abstract 
This paper provides new empirical evidence on the impact of subprime mortgage crisis on Islamic banking and 
Islamic stock market in Malaysia. Monthly data of Islamic banking financing, Islamic banking deposit, Islamic stock 
market index and several macroeconomic variables covering the period of 2000 to 2011 are used in this study. Time 
series econometric methods such as cointegration test, Granger causality test and generalized impulse response 
functions are applied in examining the dynamic relationship of the variables. The empirical findings revealed that 
both the Islamic financing and Islamic stock market are cointegrated with other macroeconomic variables in both pre- 
and during crisis period. However, there is no cointegration for the Islamic deposit and macroeconomic variables in 
both periods. To some extent, with the exception of Islamic banking deposit, both the Islamic financing and Islamic 
stock market are vulnerable to financial crisis.  
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1. Introduction 
Islamic finance is one of the fastest growing financial segments in the world, with an estimated annual 
growth of 10-15 percent. Current global Islamic assets under management have reached USD750 billion 
and it is expected to achieve USD1.6 trillion by 2012 (Bank Negara Malaysia, 2011). There are now more 
than 300 Islamic financial institutions (IFI) in more than 75 countries in the world (Ayub, 2007). 
Moreover, Islamic finance has become increasingly important part of the international financial system. 
Islam encourages business and trade activities that generate fair and legitimate profit but interest-
based transactions are prohibited (Iqbal and Mirakhor, 2007). Fundamental principle of Islamic finance is 
the risk and profit-sharing feature of transactions, prohibition of interest (riba), gambling (maysir) and 
excessive uncertainty (gharar). Nowadays, the resilience of Islamic finance has been an interesting topic 
of discussion especially in many Islamic finance forums, conferences and workshops. However, there is 
still limited number of empirical studies examining the resilience of Islamic finance against financial 
crisis. Khan (1985), Kia and Darrat (2003) and Abduh, Omar and Duasa (2011) found that Islamic 
financial system is more stable against the financial crisis than conventional financial system due to profit 
and loss sharing nature. In addition, Kaleem (2000) also has proved that Islamic banking system is 
resilient to global financial crisis. However, these findings are not in line with Kassim and Majid (2010) 
and Kaleem and Isa (2006) which found that the Islamic and conventional banks systems are both 
vulnerable to financial shocks. Moody s has reported that Islamic financial institutions in the Gulf were 
strongly resilient during the global financial crisis. IFIs, however, are not risk immune because of a lack 
of liquid instruments and shortage of an Islamic interbank market. 
Smolo and Mirakhor (2010) discussed the topic of the global financial crisis and its implications for 
the Islamic financial industry. The findings indicate that although the crisis had restricted impact on IFI, 
the major flaws of the capitalist financial system were related to the development of IFI. In addition, 
Hasan and Dridi (2010) compared the effects of the global crisis on Islamic and conventional banks over 
the period 2005 to 2009. They found that Islamic banks business model helped limit the adverse impact 
on profitability in 2008, while weaknesses in risk management practices in some Islamic banks led to a 
larger decline in profitability in 2009 compared to conventional banks. 
In terms of Islamic finance resiliency and stability, we note that the results reported in the previous 
studies were mixed. Thus, this topic is still open for further assessment. Unlike previous studies, we 
investigate the issue of Islamic finance resiliency and stability utilizing both Islamic banking and Islamic 
stock market data in Malaysia. The impact of current global US subprime crisis on the Islamic financing, 
Islamic deposit and Islamic stock market is examined empirically. The findings of this study may have 
implications for academicians, bankers and investors. 
The rest of the paper is organized as follows. Section 2 describes the data and empirical framework. 
Section 3 offers empirical results and discussion. Finally, Section 4 presents concluding remarks. 
2. Data Preliminary and Empirical Framework 
2.1. Data Preliminary 
This study utilizes monthly data for Islamic banks deposit (IDEP), Islamic banks financing (IFIN) and 
Islamic stock market index (IS) in Malaysia from January 2000 to December 2011. Data are divided into 
two sub-periods, namely pre-crisis period and during subprime crisis period. The pre-crisis period started 
from January 2000 to June 2007 and during subprime mortgage crisis period spanning from July 2007 to 
December 2011. In addition, a set of macroeconomic variables namely inflation (CPI), real exchange rate 
(RER), interest rate (ONR), and economic activity as represented by the industrial production index (IPI) 
are also included in the study.  All the data are extracted from the Bank Negara Malaysia s Monthly 
Statistical Bulletin and Data Stream.  
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Table 1 summaries the descriptive data (the variables in first differencing) which consists of means, 
maximum, minimum, standard deviations, skewness, kurtosis and Jarque-Bera. For per-crisis period, all 
the variables except real exchange rate were recorded positive average monthly changes while in the 
period during the crisis, with the exception of inflation, real exchange rate and overnight policy rate, all 
variables have shown positive average changes.  
In term of standard deviation, the Islamic stock market indices have shown greater volatility reflected 
by its standard deviation of 0.0783 percent during crisis period compared to 0.0494 percent in non-crisis 
period. The Islamic banking financing, Islamic banking deposit and industrial production index, however, 
is more volatile during the pre-crisis period which is 0.0166, 0.0286 and 0.0681 percent compared to 
0.0088, 0.0223 and 0.0488 percent respectively.  
Table 1: Descriptive statistics of variables  
Period Variables IFIN IDEP IS CPI IPI ONR RER 
Mean 0.020 0.017 0.004 0.001 0.002 0.004 -0.001 
Maximum 0.112 0.084 0.123 0.015 0.254 0.109 0.080 
Minimum 
-0.050 -0.049 -0.126 -0.087 -0.296 -0.029 -0.096 
Std. Dev. 0.017 0.029 0.050 0.010 0.068 0.019 0.015 
Skewness 1.362 0.246 -0.374 -8.369 -0.801 2.947 -1.294 
Kurtosis 15.429 2.756 3.245 76.59 9.452 14.933 32.602     
Pre - 
crisis 
Jarque-Bera 600.28* 1.12 2.29 21119.03* 163.89* 656.86* 3274.43* 
Mean 0.019 0.013 0.007 -0.001 0.001 -0.003 -0.002 
Maximum 0.041 0.054 0.328 0.039 0.141 0.068 0.126 
Minimum 
-0.009 -0.034 -0.120 -0.126 -0.114 -0.231 -0.152 
Std. Dev. 0.009 0.022 0.078 0.019 0.049 0.048 0.032 
Skewness 0.475 -0.027 0.781 -5.781 0.354 -3.061 -0.756 
Kurtosis 4.694 2.177 7.415 40.968 3.723 15.052 14.694     
During 
crisis 
Jarque-Bera 8.32 1.50 48.42* 3478.73* 2.25 403.52* 307.04* 
2.2. Empirical Framework 
This study uses a standard time-series econometric techniques namely cointegration, Granger causality 
test and impulse response function to examine the impacts of crisis on the variables of interest. Since the 
methods are widely used, we mention only those aspects that are appropriate in this study. For proper 
model specification, we perform two commonly used unit root tests, Augmented Dickey-Fuller (ADF) 
and Phillips-Perron (PP) to determine the variables orders of integration. After that, to test for 
cointegration, we employ a vector autoregressive (VAR) based approach of Johansen (1988) and 
Johansen and Juselius (1990), henceforth the JJ cointegration test.  Since the results of the JJ 
cointegration test tend to be sensitive to the order of VAR, we specify the lag length that renders the error 
terms serially uncorrelated. In order to determine the causal nexus among the variables, we implement the 
Granger causality test. As suggested by Engle and Granger (1987), VAR with variables in first 
differences can be employed when the variables are not cointegrated and non-stationary. However, if the 
variables are found to be cointegrated, Vector Error Correction Model (VECM) or level VAR can be 
adopted. In addition, we also employ generalized impulse response functions to examine the strength of 
shocks in the macroeconomic variables in explaining the changes in Islamic financing, Islamic deposit 
and Islamic stock market. 
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3. Empirical Findings 
3.1. Cointegration Test 
Both ADF and PP unit root tests suggest that the data series are non-stationary in level form but 
stationary in the first differences (to conserve space the results are not reported here). The result of JJ 
cointegration test is reported in Table 2. For both pre- and during crisis period, the results show that only 
Islamic financing and Islamic stock market are cointegrated with the macroeconomic variables thus imply 
the existence of long run relationship among the variables. However, we find evidence of no cointegration 
for the Islamic deposit in both periods.   
Table 2: Cointegration Test                 
3.2. Granger Causality Test 
Since the Islamic financing and Islamic stock market are cointegrated for both pre-crisis and during-
crisis period, VECM based Granger Causality test is employed to determine the causality relationship 
among the variables. However, for the Islamic deposit, VAR model in the first differencing is employed. 
The results of Granger Causality tests are presented in Table 3.  
Table 3: Granger Causality Test  
Period Islamic Financing Islamic Stock  Islamic Deposit 
IPI =/= IFIN IPI =/= IS IPI =/= IDEP 
OPR <==> IFIN OPR =/= IS OPR =/= IDEP 
RER <==> IFIN RER =/= IS RER =/= IDEP Pre-Crisis 
CPI <==> IFIN CPI =/= IS CPI <== IDEP 
IPI =/= IFIN IPI ==> IS IPI <== IDEP 
OPR <== IFIN OPR =/= IS OPR <== IDEP 
RER ==> IFIN RER =/= IS RER <== IDEP 
Post-Crisis 
CPI =/= IFIN CPI =/= IS CPI =/= IDEP 
Note: =/= no causality; => unidirectional causality; <=> bidirectional causality  
From Table 3, during the pre-crisis period, there were bidirectional causality running from Islamic 
financing to overnight policy rate, real effective exchange rate and inflation. During crisis, only real 
exchange rate is found to influence Islamic financing. For the Islamic stock market, the results show that 
Islamic Banks 
Financing Islamic Banks Deposit Islamic Stock Market Variables Null Hypothesis 
Trace Max Trace Max Trace Max 
r = 0 77.78** 34.25** 59.49 28.52 90.67** 51.30** 
r  1 45.53 21.53 30.97 17.09 39.37 22.77 
r  2 24.01 14.04 13.88 10.34 16.60 11.73 
r  3 9.97 9.96 3.53 3.49 4.87 4.82 
Pre-Crisis 
r  4 0.01 0.01 0.04 0.04 0.05 0.05 
r = 0 78.59** 35.22** 66.93 29.51 95.98** 53.81** 
r  1 43.36 27.41 37.41 20.71 42.18 22.81 
r  2 15.95 11.68 16.70 11.12 19.36 11.85 
r  3 4.28 4.25 5.58 4.25 7.51 6.25 
During-crisis 
r  4 0.03 0.03 1.33 1.33 1.26 1.26 
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during pre-crisis no variables found to influence the Islamic stock market. However, during the crisis 
period, industrial production index seems to influence the Islamic stock. In addition, we note that Islamic 
deposit is not influenced by any of the variables in both pre- and during crisis periods. This result implies 
that the Islamic deposit is the most stable and resilient toward the crisis.  
3.3. Generalized Impulse Response Functions  
The generalized impulse response function introduced by Pesaran and Shin (1998) is applied to determine 
the time profile of the impact of shocks at a specified point of time on the (expected) future values of 
variables in a dynamical system. To conserve space we only report the important findings of our study 
(Figures are available upon request). The results show that Islamic financing responded significantly to 
the industrial production index and overnight policy rate in both pre-crisis and during-crisis periods. 
Comparatively, Islamic deposit has not shown any significant responsive to the shock from all 
macroeconomic variables such as inflation, industrial production index, overnight policy rate and real 
effective exchange rate in both pre-crisis and during crisis period. Thus, the results are in line with 
Granger causality test reported earlier. Interestingly, we note that there are significant responses of 
Islamic stock market to shocks from all macroeconomic variables in pre-crisis period. During crisis 
period, however, Islamic stock market has only shown marginal responses to shocks from industrial 
production index and overnight policy rate.  
4. Conclusion 
This study provides new empirical evidence on the impact of subprime crisis upon the Islamic financing, 
deposit and Islamic stock market in Malaysia. Monthly data spanning from January 2000 to December 
2011 and standard time series econometric are used to investigate the dynamic relationship of the 
variables of interest. The study finds that both Islamic financing and Islamic stock market are 
cointegrated with macroeconomic variables both pre- and during crisis period. However, we find 
evidence of no cointegration for the Islamic deposit with macroeconomic variables. During crisis, we find 
the declining number of causalities running from macroeconomic variables to Islamic financing and 
Islamic stock market. No macroeconomic variables found to influence Islamic deposit in both pre- and 
during crisis period. From the GIRFs results, we note that Islamic financing significantly influenced by 
both industrial production index and overnight policy rate. There result is in line with Kassim and Majid 
(2010), Rosly (1999) and Kassim et al. (2008). Islamic stock market is found to be marginally influenced 
by industrial production index and overnight policy rate. However, there is no significant influence of 
macroeconomic variables to Islamic banks deposit.  
To some extent our results show that only Islamic deposit is the most stable and resilient against the 
crisis compared to Islamic financing and Islamic stock market. This might be due to the nature of profit 
sharing in Islamic deposit. Khan (1986) and Kia and Darrat (2003) found that the demand for profit 
sharing deposits possess the most stable and policy invariant function. The banking system which based 
on profit sharing could lessen the financial system from interest rate fluctuations, hence, reducing the risk 
of financial volatility. The findings of this study have important implications to industry players, policy 
makers, shariah scholars and investors. Prudent and relevant risk mitigation techniques must be developed 
by Islamic banks to weather financial shocks more effectively in future (Kassim and Majid, 2010). In 
addition, Karim et al. (2010) indicate that Islamic stock markets may provide opportunity for the potential 
benefits from international portfolio diversification, even after the subprime crisis.     
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